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EDITORIAL DEPARTMENT NOTE 


Pointing out that the present generation of younger business executives, 
although it may have lived through the continuously troublous times since 
the depression of the early nineteen thirties, has had less frequent oppor 
tunity to obtain the wisdom of adversity executives with a oy me 
longer term of experience, the author of our first article recites the busi- 
ness disciplines which, as a consequence, may still need to be learned. Objec- 
tive analysis of the internal organization and growth of the company and 
of the industrial picture outside are offered as worth-while correctives 
which the industrial accountant may well assist in supplying. 

The article is written by MASON SMITH, immediate Past President of 
N. A.C. A. and a Partner in the management engineering firm of A. T. 
Kearney & Co., Chicago, Ill. Mr. Smith, who is a Certified Public Ac- 
countant of Illinois, was in charge of research and technical service at 
N.A.C.A. National Headquarters for several years prior to 1932 when he 
joined the staff of James McKinsey & Co. He became Assistant Man- 
ager of Operations for Kroger Gomsary & Baking Co, in 1936, Director of 
Personnel for Marshall Field & Co. in 1937 and entered upon his present 
connection three years later. 

. 


It may be of greatest importance to look ahead but it is also helpful to 
look around. The idea of generally accepted principles has taken such firm 
hold in the financial accounting field that its influence on practice is readily 
acknowledged. The second article in this issue carries over three such prin- 
ciples in a form deemed to be applicable to the separate field of cost account- 
ing and of possible assistance to the thinking of industrial accountants. 

DONALD M. RUSSELL, the author, is a Partner of Lybrand, Ross 
Bros. & Montgomery, Detroit, Mich. He has been connected with his firm 
since 1919 when he entered the employ of its Philadelphia office. Mr. 
Russell is a Past President of Detroit Chapter and a Past National Director 
of N.A.C.A., having served as National Director in charge of Meetings. 
He is a present member of the Council of the American Institute of 
Accountants. 


A deep concern for cost control and cost reduction in manufacturing de- 

rtments has made the literature of methods engineering in the shop col- 

fate tal reading for industrial accountants. The field of selling and distribut- 

operations has perhaps not been studied to the same extent. A sig- 

- i. portion of that field, dealing with basic considerations involved in 

compensating salesmen productively, is considered in the final article in this 
issue. 

The presentation is written by JAMES C. OLSON, who has been a 
Partner of Booz, Allen & Hamilton, New York, N. Y,, industrial con- 
sultants, for the past seven years. Mr. Olson became associated with the 
firm in ‘1936, after an initial period of accounting and business contacts dur- 
ing which he taught the subjects of administration and economics and, later, 
held positions in the retail and wholesale sporting goods line. 
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PRESENTING THE FACTS FOR DISCIPLINED BUSINESS 
DECISIONS 


by MASON SMITH, 


Partner, A. T. Kearney & Co., 
Chicago, Ill. 


QO’ A number of occasions during the war, in talks before chap- 

ters of the N. A. C. A. and other groups, I tried to develop the 
idea that sound businesses in the postwar period would be operated 
in accordance with the same fundamentals that produced sound 
businesses before the war. I found it hard to swallow the rather 
glamorous and somewhat grotesque ideas concerning the greatly 
expanded and greatly different business picture which many people 
felt we would see all around us once actual fighting had ceased. It 
seemed to me then, and it seems to me now, that too little consid- 
eration was given to the factors which make for success when the 
forces of supply and demand approach balance and also to the dif- 
ficult job that business executives would have in readjusting the 
thinking of their associates to more normal operations. 


Business Disciplines W bich Have Lagged 


It has also seemed to me that the wartime economy created an 
atmosphere in which the accountant and the engineer had a chance 
to gain the confidence and respect of their associates to a degree 
which had not been true at any time during the lifetime of most of 
us. If this is true, I feel that we in the accounting profession stand 
in the presence of a great opportunity to increase our influence in 
business decisions if we have the imagination and flexibility to take 
advantage of it. I feel, therefore, that we are justified in spending 
some time in considering a few of the fundamental aspects of or- 
ganizing a business for profit and cost control. My specific rea- 
sons for the belief that our time may be well spent in this direction 
may be summarized as follows: 


1. A business man who was thirty to thirty-five years of 
age in 1933 is now forty-five to fifty years of age. Those 
years in his life represent that critical period in which he fin- 
ishes his advanced internship in business and develops greater 
skill toward the goal of becoming a finished executive. The 
years from 1933 to 1948, however, have been so unnatural in 
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so many different ways that the executive’s maturing concepts 
of business practice have been developed in a somewhat un- 
balanced condition. 

For example, except for a brief period in 1937 and 1938, 
this executive has not known what it means to make money 
when prices are falling, markets are shrinking, and costs 
must, therefore, be reduced. He does not know, therefore, or 
may well have forgotten, problems which he will face some 
day of organizing and energizing a hard-hitting selling pro- 
gram which will stand the searching scrutiny of competitive 
forces. He has yet to face an atmosphere, which I am 
sure we all feel lies ahead, in which organized labor and 
management will hew out a more common ground on which 
to thrash out their differences. In short, the managements of 
many of our businesses have learned to manage in a time 
when the whole management lesson was not exposed to their 
view. 

2. There has been something of a trend in organization 
thinking over the past several years leading away from over- 
functionalization toward organization plans which are built 
upon the basis of measurability of profit performance. Per- 
haps this trend has become somewhat accentuated because of 
the move toward multiple plants in multiple locations rather 
than in the expansion of existing plants in the same location. 
In any event, it seems to me that we find more instances 
where authority and responsibility for a broader range of 
activities are pushed farther out from the chief executive 
with a tendency to do away with functional services which 
tend to grow and multiply under the functional type of organi- 
zation. In other words, I believe our subject deserves some 
consideration because of fundamental trends in thinking and 
action about organization as a subject. 

3. Control tools may have become somewhat rusty. We as 
accountants may have forgotten something of the technique 
of not only developing the kinds of control information which 
are of assistance to our executives in profit and cost questions, 
but fully as important, we may have forgotten how to sell 
our ideas and get the line executives to use these tools as ef- 
effectively as they once did. For example, I have seen a num- 
ber of instances in which executives have not been as careful 
in considering all the facts before taking an important step, 
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as they were under more normal competitive conditions. New 
branches have been opened and new products have been cre- 
ated with the idea that it did not make much difference if 
they did prove unsuccessful, because the losses could be 
charged off and paid for in tax dollars. 

4. In many instances there is not yet a full realization of 
the financial impact of increased prices. As elementary as this 
general: subject seems, too many executives fail to appreciate 
the added capital required to finance inventories and receiv- 
ables and to replace worn out capital equipment in this period 
of greatly increased prices. 


This list of reasons for the consideration by accountants of the 
subject of this paper could be increased manyfold. I feel that the 
foregoing factors are of such importance as to arrest our attention 
and impel us to see what we can do about them. 


The Personal Element in Effecting Control 


Before launching into consideration of our subject as a whole, 
I would like to restate a word of warning. We, as accountants, 
often overestimate matters of method and procedure and greatly 
underestimate the importance of people. In thinking about assist- 
ance to our executives in the field of cost and profit control, we 
must not forget that literally hundreds of small businesses make 
money without many of the formalities which seem essential to 
good accounting in large businesses. I mention this so that we will 
not get lost in the expectation of great results from improvement 
in reports, budgets, methods, procedures, and other such tools of 
our trade, to the degree that we forget that, after all, people must 
be motivated through the use of such tools, or in some other way, 
to actually do the controlling of costs and profit. 

If you feel that I overemphasize this phase of the problem, my 
rejoinder is that it sorely needs overemphasis to be fully appre- 
ciated by most accounting trained men. In this atmosphere, there- 
fore, let us see what we can do to influence the executives of our 
business to help them get ready to do a more effective, hard-hitting 
job of controlling costs and realizing upon profit opportunities. 


Preparing Activity Analyses 
In attacking this problem, I think we should look first into the 
matter of the organization plan which the business uses as a pat- 
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tern for the handling of its activities. This usually requires that 
the present plan of organization be reduced to chart form and that 
the way we now handle our activities be written out so that we 
will be sure we have covered the entire range of such activities. 
An accounting executive will find a useful approach to this sub- 
ject if he conducts a careful activity analysis of people on the 
payroll. I am sure that most accountants have the raw materials of 
such analysis readily available and are preparing weekly and 
monthly reports which show the number of people and the amount 
of money being spent to handle the activities involved in the va- 
rious functions of the business, but such information is merely a 
start. If at all possible to do so, the picture as it appears today 
should be compared, both in terms of number of people and in dol- 
lars, with the picture that existed in the period from 1939 to 1941. 

The experience of a controller friend of mine in the department 
store field may be pertinent on this point. ‘He happens to be the 
controller of a small chain of stores. By making analyses similar 
to the one I have indicated, he found that the same store, without 
a single change in layout or size, required a little over twice as 
many labor hours for the ordinary job of store janitor service in 
1946 as.it did in 1940. The lesson here is that we must not be con- 
tent to look merely at numbers of people or dollars classified 
broadly in terms of functions, but we must dig behind the func- 
tions, themselves, to see what activities are being carried on and 
at least raise a question, forcibly, in cases where it turns out that 
we are now doing things that were not deemed necessary in the 
prewar period. Such analysis will lead to: 


1. Highlighting of expansion of staff activities. For exam- 
ple, the personnel division may now be doing a number of 
things which it did not do before the war. Expanded testing 
activities in the employment process, the maintenance of 
checks on employees imposed by wartime conditions, the main- 
tenance of aptitude testing for in-service employees, the con- 
tinuance of personnel services which did not exist—all these 
might be spotlighted by such an analysis. On the other side 
of the ledger in many businesses, the fact will be brought out 
that sales costs have been greatly reduced below prewar levels, 
branches have been closed, territories consolidated, calls on 
customers reduced in frequency, some types of advertising 
eliminated, merchandising work curtailed or cancelled. 
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It is just as important to bring such an unnatural condition 
to the attention of the line executive as it is to prod him to 
look into cost increases. In other words, the accounting ex- 
ecutive is in a position, as a by-product of payroll familiarity, 
to carry on a searching program of activity analysis which 
allows him to bring to the attention of the general manager 
the kinds of things the company is now doing which it did not 
use to do, and how much they cost. 

2. Isolation and classification of trouble spots. Having 
gone through such a critical activity analysis, it is possible to 
take the second-step of bringing out such matters as dupli- 
cations of authority and responsibility, multiplicity of checks 
and balances, difficulties of coordinating functional activities 
and applying them in a practical way to the operating level, 
and the difficulties of measurement of effectiveness. 

3. Organizational reconstruction with profit responsibility 
as the fundamental concept. A set of figures can be built ona 
statistical basis showing profit and cost measurement of the 
effectiveness of executive positions if the organizational rela- 
tionship were amended to place responsibility for the func- 
tions in question more clearly on specific executives. 


A Case in Point 


As an illustration of this third step, a brief description of an 
organization study in which I have been engaged recently may 
afford help. The particular business had gone through a period 
in which its volume had doubled about every five years. As this 
growth factor had continued, functional units had been established 
at the headquarters office on the theory that specialists located at 
one point could do a better job of planning and over-all direction 
with reference to these various functions than if they were left 
in outpost units closer to the firing line. As one might expect, 
these several home office functionaries, operating under concepts 
not unlike the civil service, expanded their staffs as the business 
grew until actions in the field were hopelessly bogged down 
through the necessity of securing approvals. 

For example, it took longer for the business to effect all of the 
internal approvals incident to the remodeling of a building than it 
took the government to effect all of its approvals to release critical 
materials. When your business gets slower than the Government, 
you have really got something! Perhaps this incident lit the fuse, 
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but in any event it appeared high time to the president that some- 
thing be done to give the game “back to the boys.” He doubtless 
meant that service functions should be serviceable and not ob- 
structive to line personnel who must do the operating job. As a 
consequence, we had an interesting time helping to work out a 
different plan of handling the activities of the business. I mention 
this because I think our approach affords a helpful instance. 


The Level for Decisions and the Level for Planning 


In working on this problem we kept two basic fundamentals in 
mind. The first was that decisions should be made at the lowest 
point in the organization structure where all of the facts required 
to make the decision naturally accumulate. The second was that 
the success of the company depended upon the effectiveness with 
which it did its job close to the customer and, therefore, that su- 
perior units in the organization structure existed primarily to help 
lower units rather than to control them minutely. The natural re- 
sult of such an approach places profit making and cost control 
decisions nearest the point where profits are made and costs are 
incurred. The number of functionaries at the general office level 
have been materially reduced through elimination or the transfer 
of the essential part of the functions to field units. 

I feel that such an approach can be easily applied to the problem 
of many other companies because, in essence, if this approach is 
used, it becomes a necessity to think about the bare essentials of 
the business and provide for them in a way in which essential 


activities can be handled speedily and with adequate effectiveness. ° 


This isolates staff activities and brings them under the glare of 
searching analysis to see just how much they mean in terms of 
dollars and whether they are worth what they cost. 

Such a move, of course, requires that we put great faith in 
people. It assumes that we are willing to let the on-the-ground 
operator alone in the realm of administrative affairs and that staff 
help shall be rendered only in the broadest sense in the field of 
planning, long range direction, and real expert assistance. I feel, 
therefore, that there is a natural opportunity for the real account- 
ing executive to dig into the organization structure which has been 
allowed to grow during a very unnatural period, to bring to the 
attention of the chief executive possible costs which can be cut out 
and better ways of fixing responsibility for costs and profits. 
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Entering New Fields: The Postwar Psychology 


Another factor which looms large in the general problem of 
profit and cost control is in the prejudgment of contemplated busi- 
ness action. Many of us have gained considerable familiarity in 
this field through our work in budgets. I believe that this is a 
particularly important phase of our problem because of the un- 
natural atmosphere, so far as competition and many other factors 
are concerned, through which we have all been passing. The 
great wave of companies going into the household appliance busi- 
ness shortly after the war is an outstanding example of an abnor- 
mal condition. Surveys and statistics by the ton were developed 
to show that the first thing that Mrs. Jones was going to buy 
when she could get it was a new electric household this or that. 
It seemed very simple to add up all of this supposed unsatisfied 
demand and match it against the productive capacity of the indus- 
try and come to the conclusion that an opportunity to get into 
this field successfully was there merely for the taking. 

A number of pitfalls were overlooked. First, these tons of sta- 
tistics and surveys were based upon a fundamental error in market 
analysis. It does little good to run around and ask people, par- 
ticularly women, what they are going to do at some future time. 
A moment’s reflection will indicate that a large part of the pur- 
chases of all individuals are made on impulse and even in the case 
of such major items as refrigerators, washing machines, and 
stoves, the buying urge must be strong enough to overcome such 
other debatable purchases as an automobile, a power lawn mower, 
a new bicycle for Susie, to say nothing of repairs to the roof that 
springs a leak ten minutes after the interviewer leaves the house 
satisfied with his increment of statistics. Another equally impor- 
tant fact also overlooked or scanted was that people already in 
the business had a great “know how” not only of production but 
of distribution, which cannot be duplicated by a new entry in the 
field without the passage of a certain amount of time and the ex- 
penditure of plenty of money. That these factors could be over- 
looked on such a scale is very much due to the long existence of 
the seller’s market, coupled with the lack of necessity of watching 
expenses for, while excess profits taxes were in effect, if you saved 
a dollar, you may have saved ten cents for the business. 

I am sure the question may come to mind as to what the ac- 
counting executive can do about such a matter. I think he can do 
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a great deal. In the first place, the company may be contemplating 
entering a new field because the management group as a whole 
simply thinks the grass looks greener on the other side of the 
fence. They think so partly because they are a little skeptical of 
the profit possibilities existing in their present line of endeavor. 
First aid, therefore, is to marshall facts which will bring out the 
trends in the present industry, point out the deferred demand for 
the product now made, and what that will mean in the way of 
necessary activities on the part of the business to capture a proper 
share of that demand. In other words, it is possible to bring out 
factual data which may resell the wanderers on the business they 
are already in. 

A number of other actions are possible. A study can be made of 
the trends and facts in the industry into which entry is contem- 
plated. Likewise, the accounting executive is in a position to punch 
holes in the armor of specious argument and reasoning. He can 
develop projections to show what result may be expected if the 
company goes into a new line of endeavor, in terms of profits to 
be realized and money to be required. I fully realize that these 
arguments may fall on deaf ears, but I am sure that, if my expe- 
rience is any criterion, it will not be long before the instances in 
which promising new endeavors have turned out to be mistakes 
will be so numerous that ammunition will be provided to gain 


management’s ear. 
The Temptation of Unsupplied Demand — An Illustration 


I think one of the most outstanding examples, bordering on the 
tragic in its results, that I have observed in this general area, was 
the instance of a small company run by a young man who, at the 
close of the war, was under forty and yet had paid the highest 
individual income tax in his county which had a population of over 
100,000 people in 1944. In January of 1945 he asked us to lay out 
a plant for a given number of units of product which he believed 
could be sold easily because of the great, unsatisfied demand in the 
building industry. He saw no problem in the fact that he had to 
build a completely new organization, purchase and install a large 
quantity of machinery, and build a complete selling program. His 
total resources consisted of a bank balance of less than $300,000, 
one model of one size of product built to the point of proper dem- 
onstration, a lease on a factory building, and a vast quantity of 
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Just to equip the plant to make the number of units which he 
said were necessary to get good costs, required an investment of 
over a million dollars. Several months ago we received a notice 
from the chairman of the creditors’ committee. The unsatisfied de- 
mand was great, but the grasp of it was too costly for it to consti- 
tute a sound business venture. I feel, therefore, that the account- 
ing executive can do a great service to his company in the ways 
indicated above in the general matter of prejudging contemplated 
actions, 


Readying a Plan for Deflation 


Another general area of service lies in the development of a de- 
flation program which would carry the business down from pres- 
ent volume levels to lower levels in an orderly manner. Much 
has been written and said on this subject with reference to the 
application of the flexible budget technique to this problem. I 
should like to dwell a minute on the much more important matter 
of organization in terms of people so that they will assist in build- 
ing such a program and then live by it. The chief accounting 
executive can develop a great deal of data to show what expenses 
the business can afford if volume slips in a series of steps. How- 
ever, to make the program really live, he must first enlist the inter- 
est of the chief executive of the company, who in turn will clear 
the way for him to work with major functional executives so that 
the exact specifications of such expense reduction can be worked 
out in advance. What lines will be dropped, what territories will 
be closed, what salesmen will be removed, what part of the per- 
sonnel department’s work will be cancelled are illustrative of spe- 
cific questions in this area. 

Answers to these questions must be secured if a cost reduction 
or perhaps cost elimination program is to be more than an interest- 
ing exercise in accounting and mathematics. In the process of 
working out such a program, the accounting staff must pound 
on the fact that a given unit volume takes more money than was 
the case before the war. We must illustrate that concretely and 
correctly so that all of our associates understand it. We must 
never let up preaching the need for more dollars which wili be re- 
quired to replace the same units of capital equipment. We must 
root out and kill the idea that the making of more money is use- 
less because taxes are high and must educate our executives to the 
facts of a tax-blighted life which requires that we make increas- 
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ingly large numbers of dollars in order to have as many dollars 
after taxes as the business needs. 


Experts Can Learn, Too 

The last step in the handling of the general problem of organiz- 
ing for profit and cost control affects accountants directly. I have 
said earlier in this paper that the experience of wartime enhances 
the standing of accounting and engineering trained men because 
chief executives had to rely so much on them to handle wartime 
business processes. 

To foster this standing means, first, to avoid acting like experts. 
Accounting is a mystery to many executives. Many accountants 
play upon that mystery with the mistaken notion that they gain 
respect thereby. Real accounting people substitute an atmosphere 
of humility in their service for expertness in their chosen field. 
Therefore, act like a human being in your dealing with your fel- 
low executives in wrestling with these organiz#tion problems. Sec- 
ond, learn all you can about the business, make an honest effort 
to understand factory operations, get into the field with the sales 
manager and gain some real practical grasp of his selling activities, 
work with the personnel director so you will understand what he is 
trying to do before you attempt to be expert about it. 

Third, give your line executive associates plenty of opportunity 
to take credit for actions which you may have initiated. Your ob- 
jective is to get better organization for the business, to get your 
selling done more effectively and at lower cost, to get your execu- 
tives to think more clearly and objectively about contemplated ac- 
tions. Since line executives will have to put into effect the policies 
and methods which will bring about the desired results, give them 
plenty of chance to “strut their stuff” in doing it. 

Fourth, set a good example in your own department. Find ways 
and means to reduce costs, keeping up a program of constant re- 
examination of your procedures and methods so that frills will be 
cut out. Work with your people closely enough so that they will 
be encouraged to develop ideas for improvement. Fifth, study 
your associates. Find out what motivates them and give them the 
results of your work in the way they want it and can understand 
it, instead of the way you happen to think it ought to be presented. 
There is no more effective way of tackling some of these problems 
than in a real spirit of teamwork so that you may have the supreme 
thrill of being an important part in a winning effort. 
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APPLICATIONS OF GENERALLY ACCEPTED ACCOUNTING 
PRINCIPLES TO COST ACCOUNTING 


by DONALD M. RUSSELL, 


Partner, Lybrand, Ross Bros. & Montgomery, 
Detroit, Mich. 


A™= there any principles of cost accounting that are not shared 

with other areas of accounting? Possibly not, if we restrict 
the word principles to the most fundamental ideas of accounting. 
I do not object, however, to a broader use of the word principles 
which would include a few practices, conventions, procedures, or 
even concepts, if by doing so we can focus attention upon those 
ideas about cost accounting which have general acceptance. Under 
this broad approach, we may find certain ideas about cost account- 
ing that are characteristic of it and peculiar to it. 


Cost Accounting Characterized by Service to Management 


Accounting in any area is the art of recording, analyzing, inter- 
preting, and reporting business transactions. What differentiates 
cost accounting from other accounting? It appears to me that its 
chief characteristic is that it is directed, as its end result, to the 
requirements of management. Financial accounting is concerned 
chiefly with the requirements of creditors, owners, the Govern- 
ment, prospective investors, and persons outside of the manage- 
ment. Generally accepted accounting principles, in other words 
the prevailing ideas about accounting in general, have been molded 
for the most part by the requirements of persons outside of the 
business itself. It may be fruitful to inquire as to how the char- 
acteristics of cost accounting, i.e., accounting for the use of man- 
agement in connection with its responsibility to manage, differ 
from those of accounting directed to outside persons. 

Cost accounting is not restricted to cost determination alone. 
Cost accounting literature and the duties of cost accountants in 
practice prove that cost accounting includes, in addition to tracing 
the flow of costs by products and services, many other matters 
such as studies of the extent to which costs are controllable, 
preparation of cost reports to aid in reducing costs and expenses, 
the effect upon costs of changes in the volume of production, 
break-even points, estimates of future costs and future profits, 
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limits applicable to price fixing, incentive plans, studies of the de- 
sirability of replacing machine tools, etc. We shall include as cost 
accounting, for the purpose of this discussion, all of the account- 
ing and statistical techniques by which cost accountants customar- 
ily serve management and, for convenience, shall refer to the ac- 
counting which enables management to report to outside persons 
as financial accounting. Financial accounting is concerned with 
many matters which are of little concern to cost accounting, viz., 
safeguards for cash and securities, control of collections and dis- 
bursement of funds, disclosure of equities in subsidiary enter- 
prises, history of capital structure, income tax accounting, foreign 
exchange conversions, etc. The differentiation is of course not ab- 
solute ; there is some overlapping, but, in general, cost accounting 
and financial accounting have recognizably separate areas. 

It may be of interest to select certain of the generally accepted 
accounting principles, developed primarily from the requirements 
of financial accounting, and test them against cost accounting re- 
quirements. For this purpose I have selected three principles 
commonly recognized, as follows: 


1. Accounting reports and source data must be objective 
and verified. 

2. Accounting must be related to a specified entity. 

3. Accounting, to be adequate, must trace the flow of funds. 


REPORTS AND Source Data Must Be OBJECTIVE AND VERIFIED 


This idea is fundamental and has application to both financial 
and cost accounting. It calls for integrity in all accounting and, 
more than that, requires the application of intelligence to a criti- 
cal search to discover facts that may be different than they appear. 

Financial statements presented to the public by the management 
of an enterprise, have come to be recognized (after many lawsuits, 
the passage of laws for the protection of investors, and the devel- 
opment of independent auditing) as representations by the man- 
agement, involving responsibilities comparable to those of a trustee. 
The public holds management responsible to report to it on 
an objective, realistic basis and it has become customary to have 
such reports reviewed and tested by independent public account- 
ants in order to assure the public that the reports are objective. 
The source data for financial reports are for the most part capable 
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of verification by counts of currency, independent acknowledgment 
of custodianship or of rights to collect monies or property, con- 
firmation of contractual liabilities, examination of documents evi- 
dencing sales, purchases, and payrolls, independent computations 
of tax liabilities and accruals, and similar verification procedures. 
Much effort is customarily expended to assure the public that 
financial accounting reports are on an objective basis and that they 
have received an independent and critical review. 

In the application of this principle in financial accounting, man- 
agement and independent public accountants rely heavily upon the 
legal rights and responsibilities of the business enterprise. Such 
rights and responsibilities have often been debated in courts of 
law and a body of legal decisions has been built up and is available 
to aid in the determination of objective evidence as to the repre- 
sentations made in financial reports to the public. The procedures 
for satisfactory auditing of this evidence have been stated in the 
published writings of experts and have been codified in the bulle- 

tins of the American Institute of Accountants. It is true that 
opinion and judgment enter into such financial accounting reports. 
It cannot be said that all of the figures included in financial ac- 
counting are susceptible of absolute verification. The necessity for 
the exercise of judgment does not, however, waive the requirement 
of objectivity. The judgment must be fair, unbiased, and made 
with searching intelligence. 








Varied Source Data Used In Cost Accounting 


The nature of the evidence with which the cost accountant deals 
is more varied than in financial accounting. The source data is 
less formal; to some extent the cost accountant does not have the 
support of legal requirements in the transactions with which he 
deals. It is not customary, for example, to write formal contracts 
to clarify the relationships of departments within a business. 
Opinion and judgment enter into cost accounting statements to a 
greater extent than in financial accounting. On the other hand, 
the cost_accountant’s public, the management of the enterprise 
in’ which he works, is usually less exacting, in a certain sense, 
than the general public. Management realizes that cost accounting 
is a cooperative activity involving all departments of the business. 

Unless cost accounting reports are based upon objective evi- 
dence, subjected to critical probing as to reliability, the statements 
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may be misleading and dangerous and they may easily lead to 
faulty managerial decisions and bankruptcy. Management (the 
principal consumer for the product of cost accounting) should 
be no less insistent than the general public (the principal consumer 
for the product of financial accounting) that the reports it re- 
ceives meet the essential requirements of objectivity and verifica- 
tion. There should be more auditing of cost reports by both in- 
ternal auditors and outside auditors. No cost reports can be more 
reliable than the source data. It is trite, but true, to say that many 
millions of dollars have been wasted by compilations of exhaustive 
cost reports which were of little value because of failure to verify 
source material. 


Operating Statistics Underlie Accuracy of Cost Reports 


The source data for cost accounting includes, in addition to the 
documents supporting dollar transactions, records of quantities 
or weights of materials produced, consumed, or transferred be- 
tween departments, reports of time studies, records of actual and 
standard time by operations, bills of material and lists of opera- 
tions, planning schedules, capacity studies, lists of machine tools, 
statistics on floor space, machine capacities, power ratings, etc. 
There is no inherent reason why any of these data need be any 
less accurate or reliable in the books of original entry of cost ac- 
counting than the dollar entries in the books of original entry 
of financial accounting. 

Much of the source data for cost accounting originate outside 
of the cost accounting department. It is usually not the duty of the 
cost accountant to prepare or assemble this source data inde- 
pendently, nor should it be. It is the duty of the cost accountant, 
however, to insist that the principle of objective, verified source 
data be observed and it is the responsibility of management, in its 
own interest, to provide the means to ensure objectivity and veri- 
fication. We have all seen or heard of instances where these im- 
portant underlying statistics were no better than guesses, or having 
once been fairly determined, were used for years without correc- 
tion for changed conditions. In small organizations, or where 
management does not provide independent verification of source 
data, the cost accountant should make his own tests of accuracy 
as he is never justified in presenting cost reports based on source 
data he does not believe. 
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Dollar Data Controlled by General Accounts 


As to the dollar data used in cost accounting, they must be tied 
in with the controlling accounts recorded for financial accounting 
purposes. The responsibility for objectivity and verification of 
such data usually rests upon the financial accountants. 

There should be maximum segregation of records for financial 
accounting and cost accounting. Financial accounting can and 
often does get along without cost accounting, though of course, 
management then loses a valuable tool and the financial accounting 
loses desirable refinements in those areas where opinion and judg- 
ment have play. Financial accounting records should be complete 
in themselves on a company-wide basis, receiving and using such 
information as cost accounting can furnish, but tracing the flow 
of expenses only to the extent which will be reflected in the finan- 
cial reports. The details of cost accounting should be excluded 
from the general ledger. 

Cost accounting should pick up controlling dollar aggregates 
from financial accounting, subdivide them and trace them as far 
as it desires and close them out. Cost reduction is best.controlled 
by study of the expenditures stated close to the first responsibility 
for making expenditures, and information as to expenditures at 
the source should not be lost by the bookkeeping processes of ob- 
taining costs stated on the basis of benefits received. Product 
costs and special cost studies can best be assembled in further sub- 
sidiary records or on a working-paper basis. 

So far as our first selected generally accepted accounting princi- 
ple is concerned (that accounting reports and source data must be 
objective and verified) we note: 


1. Cost accounting lacks some of the natural safeguards of 
financial accounting in that: 


a. It is not protected to an equal extent by the legal con- 
siderations which bind the business as a whole, and 

b. The source data is less likely to have been determined by 
bargaining at arm’s length, and for this reason verifica- 
tion-of source data is even more important than in finan- 
cial accounting. 


2. The source data is more varied and less formal than in finan- 
cial accounting; it consists not only of dollar data received 
from the financial accountants but statistical data of great 
variety received from operating departments. 
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3- Opinion and judgment usually have more play than in finan- 
cial accounting. 

4. Cost reduction effort is most effective when applied close to 
the source of expenditures ; information as to expenditures 
at the source should not be lost by the bookkeeping processes 
of obtaining costs stated on the basis of benefits received. 


5. Cost accountants usually are required to use source data fur- 
nished by others but it is a responsibility of cost accountants 
to insist that such data be objective and verified. 

6. Management should provide the means so that source data 
will be accurate and subjected to verification within the or- 
ganization ; cost reports submitted to management should be 
audited by internal auditors and by outside independent 
auditors. 

7. There should be maximum segregation of records for finan- 
cial accounting and cost accounting. The details of cost ac- 
counting should be excluded from the general ledger. 


AccouNTING Must BE RELATED To A SPECIFIC ENTITY 


As Professor William Morse Cole used to say, “Accounting 
cannot be carried on for all persons, at all places, and for all time, 
at.once.” This involves the business entity concept and the going 
concern concept. It is a fundamental idea of accounting that ac- 
counts are kept on an inside looking out basis wherein the entity 
charges and credits itself, respectively, with costs and revenues, 
efforts and accomplishments, or services received and services 
rendered. Financial accounting relates to a specified entity 
which usually has legal significance, a corporation, partnership, 
or proprietorship (a proprietorship of course may be a somewhat 
fictitious entity which the proprietor designates as a business sep- 
arate and apart from his other affairs). There is legal or business 
support for the specified entity and there are legal rights and 
responsibilities to be observed (e.g., the right to sue and be sued 
and the statutory basis for determination of income taxes), all of 
which are applicable on a company-wide basis. The entity acts as 
a unit in dealing with outside persons. Generally accepted account- 
ing principles have been designed to deal with this kind of an 


entity. 


Management Establishes Internal Entities 


Cost accounting obviously has a different background for the 
development of its principles and within the scope of the company- 
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wide boundaries it is relatively free from legal restrictions such 
as those which bind the company as a whole. Inside the realm 
the management is king. The king can and usually does establish 
several entities within the kingdom. These may follow distinct 
and natural divisions of the activities of the total enterprise, or 
they may cut across the departmental lines of the functional or- 
ganization. The king may decree that certain inherited assets or 
products are to be recognized as lost, or established on a liquida- 
tion basis of accounting such that the going concern concept does 
not apply to them. He may decide upon entities to establish costs 
and measure results by processes. He may establish many separate 
entities requiring the measurement of profit or loss for each pro- 
duction contract or order as a separate venture. He may establish 
budgeting control with appropriations requiring accounting similar 
to governmental accounting. He may introduce fictitious sales 
from “the right-hand pocket” to “the left-hand pocket” in order 
to “make each activity stand on its own feet.” 

Thus cost accounting may introduce many business entities for 
purposes of management control, which are nonexistent for finan- 
cial accounting. The creditors, the tax collectors and (by and 
large) the stockholders disregard them, wash one against the 
other, and make their decisions to lend, to collect tax, or to buy 
or sell their ownerships on the combined company-wide basis. 
However, the artificial entities created by management are ex- 
tremely important to management and their usefulness in produc- 
ing profits for the company-wide picture is real. 

Are there any distinctive principles in cost accounting that stem 
from this difference in characteristics? There is certainly a prin- 
ciple of good accounting organization that it should parallel and 
reflect the functional organization. In order to serve management 
properly, the subsidiary accounting entities should follow as closely 
as possible the same boundaries as the responsibilities assigned 
by management to individuals or departments for the purpose 
of carrying out the operating functions. Stated differently, no per- 
son, department, or activity should be charged with controllable 
costs over which it has no control or for services or facilities it 
does not use. It has been agreed by cost accountants, based on 
experience, that failure to observe this principle decreases seri- 
ously the efficacy of cost reports supplied to foremen and pro- 
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duction superintendents for purposes of cost and expense re- 
duction. 


Recommendations in Respect of Divisional Accounting 


f In divisional-type organizations, divisional accounting may in- 
clude the accounting for divisional assets and liabilities as well 
as operating accounts, and the financial accounting may be modi- 
fied accordingly. Where this exists it appears desirable that the 
accounting should be complete, even to computation of Federal in- 
come taxes on the basis of divisional income. Adjustments to the 
company-wide income tax liability, and financial operations so 
general in purpose that they have no relation to divisional opera- 
tions, should be accounted for in a general division for which the 
president or treasurer may be responsible. Subsidiary accounting 
entities should be recognized for service departments as well as 
production departments and the top executives who hold the serv- 
ice department heads responsible for the success of their activity 
and the operating heads of the departments must alike be con- 
vinced that the accounting portrayal of the operating activities of 
the service departments is complete and fair. 

This generally accepted accounting principle (that accounting 
must be related to a specified entity) when considered in the light 
of cost accounting leads us to observe: 


fi 1. The cost accounting organization should be broken into such 
i entities as will best serve management ; these entities though 
‘ not separate legally are real and useful for profit-making 
purposes. 
‘ 2. The accounting entities should parallel the operating organi- 
zation so that 
a. Each entity may receive a complete accounting analysis 
and study, and 
q b. No entity shall be charged with responsibility for costs it 
cannot control nor with services it does not receive. 


AccouNTING, To BE ApEQuaTE, Must Trace THE FLow 
oF FunpDs 


i Accounting may recognize only the receipt and disbursement of 
cash but such accounting is inadequate for the needs of either 
i management or the public. The idea that accounting can trace 
i" the flow of funds through an enterprise (the accrual theory of 











w «SY ' 


—_ SS Ve 





AUGUST 15, 1948 1541 


accounting) is important to financial accounting and particularly 
important to cost accounting. In financial accounting we give 
effect to this idea, in relation to balance sheet accounts, when we 
refer to the rapid flow of working capital from cash through 
the credit pool of liabilities into prepaid expenses and raw mate- 
rials, work in process, finished goods, accounts receivable, and 
back into cash and the slower flow of funds moving into fixed 
assets and transferred by allowances for depreciation into work 
in process, finished goods, receivables, and cash. 

In the income account we express the same concept by match- 
ing costs against revenues as at the dates of sale of the physical 
product and measuring the gross profit or loss by differences of 
dollar amounts received and dollar amounts previously tied on 
to the product which has been sold. Financial accounting has 
adopted the idea that selling, advertising, administrative, and 
general expenses cannot successfully be tied on to units of prod- 
uct and we therefore do not try, ordinarily, to trace them to the 
product, but get rid of them as soon as they are incurred or spread 
them only to calendar periods. In reality these expenses are in- 
curred for the same purposes as production costs, i.e., to make 
and sell a product at a profit. There has not been general accept- 
ance of accounting techniques for tying these elements to the prod- 
uct because it has been considered that observance of the first 
principle discussed above (adherence to objective, verified evi- 
dence) is more essential than the principle now under discussion 
(complete tracing of the flow of funds). 


Refinement of Financial Accounting Through Cost Accounting 


One purpose of cost accounting is the refinement of financial 
accounting. Has cost accounting developed any fundamental ideas 
about tracing the flow of funds different or better than the gen- 
erally accepted principles of accounting based primarily on finan- 
cial accounting? In tracing funds we believe it sound to attach 
the dollars expended to the thing or service received in exchange. 
When the thing is put directly into the product we have no diffi- 
culty in believing that the same dollars reside in the product. 
When the thing or the service is consumed and disappears, we 
transcribe the dollars to the thing or service which received the 
benefit of the consumption. In cost accounting this tracing con- 
tinues until all dollars expended either reside in the product 
or are recognized as lost. 
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Cost accounting by its techniques of analyzing fixed and variable 
costs, of measuring capacity and the extent of its use, of tracing 
distribution costs, etc., and assisted by the cooperative efforts of 
material control, planned production, planned selling, and market 
analysis, attempts to deal with total costs of product. It can and 
does report to management on this basis. It may be that by these 
techinques and by the use of the subdivided accounting entities 
previously referred to, a substantial portion of the expenditures 
classified in financial accounting as selling, advertising, administra- 
tive, and general expense can be logically tied on to the product 
or service. It seems certain that period accounting is less impres- 
sive to the cost accountant than product accounting. As an exam- 
ple, the cost accountant sees little justification for basing deprecia- 
tion of machinery on annual accounting periods when the cost of 
the use of machinery can be measured better in terms of its units 
of production or the hours of its use in production. 

If cost accounting can establish the objectivity of its source 
data and develop its analytical and statistical techniques in accord- 
ance with cost accounting principles which have general accept- 
ance throughout industry, would it be heresy to suggest that some- 
thing closer to total cost of product than present inventory costs 
may be matched against revenue for the determination of net in- 
come and that such more accurate matching would improve the 
quality of financial accounting? The objective of financial account- 
ing must always be more accurate financial reporting. Financial 
accountants would, I am sure, welcome the fuliest exposition of the 
ideas and principles advocated by cost accountants which might 
have a bearing on generally accepted accounting principles. 

This discussion of the third selected principle of generally ac- 
cepted accounting principles (that accounting, to be adequate, must 
trace the flow of funds) is summarized as follows: 


1. Financial accountants have considered that efforts to tie in 
selling, advertising, administrative, and general expenses to 
units of product or service do not meet the tests of objective 
and vertified data. 

2. Cost accountants are less impressed than financial account- 
ants with the calendar as a rational basis of accounting: for 
dollar expirations and prefer to tie dollar expirations to prod- 
ucts and services ; accounting for the service of management 
is attempting to deal with total costs of products. 
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3. Cost accounting ideas developed in the service of manage- 
ment should be fully considered in the development of gen- 
erally accepted principles of financial accounting. 


Having compared briefly three of the generally accepted princi- 
ples of accounting, as developed primarily for the requirements 
of financial accounting, with the characteristics and requirements 
of cost accounting, let us consider certain other ideas in cost ac- 
counting which might be classified as principles. 


THE FRONTIERS IN Cost ACCOUNTING 


We have discussed two kinds of source data of cost accounting, 
dollar data received from financial accounting and statistical data 
received from operating departments, and have emphasized the 
primary requirement that all source data must be objective and 
verified. Cost accounting also involves methods of combining 
dollar data and statistical data and, if cost accounting is to have 
any greater impact upon fiancial accounting, these methods must 
also stand the tests of objectivity and verification. 


The Reliability of Standard Costs 


It has been stated, with some weight, that the only true costs 
are standard costs and there is general acceptance of the idea that 
experienced costs are not factual costs useful to management or 
costs that should be carried forward in a balance sheet in reporting 
to the public, if they include the costs of avoidable inefficiencies, 
errors, and waste. Such lost cost elements should be recognized, 
treated as expired, and charged off as soon as they occur. Recog- 
nition of such cost elements depend upon the reasonableness and 
accuracy of the standards established for measurement of per- 
formance. 

Can standards be determined objectively and verified independ- 
ently? If they cannot they are a pretty weak rod upon which to 
lean. The answer depends upon whether management has estab- 
lished a carefully thought out analytical plan of operation. There 
can be no rigid set of rules promulgated from the outside because 
management is king within its own realm and the standards must 
reflect the purposes and organization of the particular manage- 
ment. Leeway must be allowed and credence given to the man- 
agerial plan. To-admit this does not mean that standards are in- 
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herently arbitrary or fictional. If standards are to be given 
greater weight in financial accounting, however, cost accountants 
must be able to prove to all comers that cost reports are based on 
objective source data and that such data and the statistical tech- 
niques employed have been critically reviewed. 


Cost Determination T echniques 


The following are illustrations of the techniques referred to: 


1. Tracing benefits from expenditures. 
2. Use of arithmetical proportions and averages. 
3. Sampling. 


Is the procedure of tracing the flow of funds through a business 
enterprise arbitrary or fictional? If the facts are carefully ana- 
lyzed, two reasonable men can usually agree upon the best or most 
useful basis of allocation. Many elements of manufacturing, sell- 
ing, and administrative expenditures can be identified clearly as 
to benefits received. There are recognized techniques for .this 
tracing, viz., the time period basis (which is overworked), the 
location basis (division, building, department, section, cost center, 
individual machine, sales district, or office unit), the operation 
basis, the operator basis, the product basis, etc. Ideal tracing is to 
be limited by the cost of obtaining the refinement, but this too 
can be objectively determined. 

Cost accounting often goes astray in its use of the arithmetic 
of proportions and averages, e.g., if either a proportion or an 
average is to be used, careful attention must be given to the com- 
parability of the items included in the numerators and the denom- 
inators. They must be such as to warrant the arithmetical appli- 
cation. 

All cost accountants should be familiar with the principles of 
making fair tests and samples. Groups containing diversified items 
must be narrowed to the extent necessary to permit each group 
to be treated logically as a unit. This is primarily a matter of the 
original organization of the cost accounting classification of ac- 
counts and subaccounts. Careful consideration should be given 
to the “mix” of the groups from which samples are taken. It is 
interesting to note in this connection that it can be demonstrated 
by mathematical laws of probability that increasing the number of 
items in samples taken at random beyond a reasonable minimum 
does not have a corresponding direct increase upon the accuracy 
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of the result of the sampling; in fact the accuracy increases only 
in proportion to the square root of the number of items in the 
sample. Some business concerns have established standard sam- 
pling procedures, e.g., for one purpose the number of items in- 
vestigated as a sample is selected so that the mathematical prob- 
ability of error is 20 per cent or 1 out of 5, whereas for another 
purpose a sufficient number of items is investigated to reduce the 
mathematical probability of error to 2 per cent or 1 out of 50. 

Wherever statistical techniques are used they must be subjected 
to critical scrutiny, but when used properly they should be recog- 
nized as acceptable procedures in support of the reliability of cost 
accounting statements as factual data. 


Inventory Valuation Basis in Relation to Cost and Control Records 


The adjustment writing cost down to the basis of the lower of 
cost or market is a feature of period accounting, necessary pri- 
marily because of the dangers of misleading the readers of finan- 
cial accounting reports as to the reality of reported profits. This 
basis for stating inventories has never been defined with a degree 
of exactitude which satisfies all accountants. The best definitions 
are still matters of debate. In my personal opinion the generally 
accepted definition which permits market value based on realiza- 
tion market to be reduced below recoverable cost, in order to pro- 
vide a normal profit in the succeeding period (whereas without 
such additional write-down a subnormal profit or none at all would 
result) introduces an unwarranted transfer of profit between pe- 
riods, and makes financial reporting less objective and verifiable. 

There has long been a fiction (others might call it a convention) 
that cost marked down to replacement or realization market at 
December 31 becomes cost on January 1. Cost accountants may 
recognize the impelling arguments for this idea in financial ac- 
counting but may doubt that management is best served for its 
internal purposes by relieving employees of responsibility for cost 
elements by a blanket write-off once a year. The cost basis of 
inventory valuation recognizes losses for spoiled, obsolete, or un- 
marketable product and such losses should be recognized in the 
accounts not only at the annual closing of the accounts for finan- 
cial accounting purposes, but promptly after the dates they be- 
come evident. With adequate control of inventories, markdown 
losses may be recorded in the accounts from day to day. This ac- 
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complishes part of the write-down to market obtained in practice, 
by the use of the lower of cost or market idea, in financial ac- 
counting systems not supported by adequate inventory control. 

Should cost accounting agree to adjustment of its detailed cost 
records of materials on hand so that they agree in total with the 
amount of the inventory valued on the basis of the lower of cost or 
market for financial accounting purposes? An alternative method 
is to record the total markdown in the financial accounting rec- 
ords as a valuation reserve to be applied to the cost basis inventory 
for financial accounting and to continue the cost basis inventory 
in the cost accounting records. 

The use of inventory reserves has, of course, been frowned 
upon in financial accounting. The underlying reason is the abuse 
of such reserves in past experience. There is no excuse for a gen- 
eral guess as to an over-all probable amount required to measure 
the difference between cost and replacement or realization market 
value of an inventory. However, if the difference is carefully de- 
termined on an objective and verified basis, there should be no 
objection to the treatment of the adjustment as a reserve, continu- 
ing the cost information in the accounts, and redetermining the 
required reserve at the dates when financial accounting reports 
are to be prepared. 

If this reserve is recorded only in the financial accounts, cost 
reports to management can be presented on a continuous flow 
basis with recognition of actual losses as they occur from day to 
day. This procedure eliminates considerable confusion in cost 
accounting records and increases the utility of cost reports to 


management. 
Depreciation on Original or Replacement Costs? 


As years of inflated prices, 1947 and 1948 have seen a resur- 
rection of the old question of whether financial accounting should 
adopt the idea that in order for management to maintain its cap- 
ital fund intact, it must include allowances for depreciation in its 
costs, computed as if its fixed assets had cost present prices. The 
alternative is, of course, that financial accounting should recog- 
nize only dollar capital atcountability. The American Institute of 
Accountants has held to the idea that accounting is most useful 
when operated on the basis of dollar capital accountability. The 
question is much debated at the present time. 
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aoe, The problem is that if prices double and stay at that level, for 
ae example, management will not have “depreciation cash” to replace 
. its plant at its original capacity, and will not be able to maintain 
ost original capacity unless it retains profits for reinvestment or obtains 
the new capital dollars from its stockholders or the public. Every busi- 
ee ness entity, of course, rides up and down with the rising and fall- 
nod ing tides of the purchasing power of the dollar. The Government, 
ec the creditors, and individual stockholders or owners of each busi- 
wid ness enterprise ride the same tides. Presumably the selling prices, 
sd the short-term costs of the product, and the working capital needed 
to finance current operations ride the tides and respond quickly 
ved to changes in prices. Fixed assets, having an average life of per- 
_ haps twenty to thirty years, are affected slowly and fixed asset 
ved accounts and the current allowances for depreciation included in 
- cost in the determination of net income, recorded on a basis of 
ket historical cost, reflect only the historical weighted average of con- 
le- struction prices. 
- It appears to be an accepted principle of business management 
sf L that a business should be capable of preserving its own productive 
he . capacity rather than merely its dollar capital. This is primarily a 
oat question of economics and managerial control which must have the 
serious consideration of management as part of its plans for pric- 
oe ing the product, for financing operations, and for its relations with 
‘ labor, creditors, the Government, and the sources of capital. It is 
“A extremely important to the system of free enterprise that business 
- should hold intact its physical capital, its capacity to produce. It is 
* important that management obtain sales prices high enough to 
permit the accumulation of funds for replacement of the produc- 
tive capacity. This does not mean, however, that the expired value 
of fixed assets determined as if they had been bought at current 
r- replacement prices should be stated as incurred costs in financial 
Id statements. f 
- 
ts Reflecting Economic Realities 
re It is certainly proper for management to embellish its financial 
2 reports with supplementary data as to the economic problems in- 
f volved or to establish reserves for the replacement of fixed assets 
il out of earned surplus or undistributed profits, after profits have 
ss been stated on the basis of historical cost. Such reserves record 
the opinion of the management that it is necessary to retain its 
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undistributed income for the purpose of holding its economic cap- 
ital and record an intention to transfer such reserves to a capital 
account as and if the reinvestment at higher prices takes place. 
It is always possible for management to adopt a revised basis of 
capital accountability by means of a quasireorganization (or a 
formal reorganization) if it believes that its capitalization has be- 
come out of step with economic realities. 

Management needs facts, not to provide automatic answers to 
its problems, but to provide something solid on which it can stand. 
Cost accountants must provide management with analysis and in- 
terpretation of management’s plans of operation on the basis of 
tracing dollars to their benefits, preparing objective standards of 
measurement, and comparing actual results with those standards. 
If cost accountants can assemble economic data for management 
as a supplementary service, well and good, but it should be pre- 
sented as opinion data with adequate disclosure as to source and it 
should be presented without confounding and confusing the read- 
ers of cost reports. Cost reports should be based on historical cost. 
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THE BACKGROUND FOR PLANNING OF SALES INCENTIVE 
COMPENSATION 


by JAMES C. OLSON, 


Partner, Booz, Allen & Hamilton, 
New York, N. Y. 


7 IS impossible to get very far into the question of the account- 

ant’s relationship and contribution to a sound plan of sales 
compensation without first looking broadly at his position in rela- 
tion to the sales field. The accountant, and particularly the cost 
accountant, has only just begun to play an important part in this 
field, a regrettable fact deserving further consideration. Funda- 
mentally, the accountant and the sales manager have never quite 
learned to talk each other’s language. Sales personnel too often 
think in terms of people and intangibles. They do not instinctively 
turn to mathematical analysis. Accountants, on the other hand, 
are inclined to apply arithmetic micrometers to the measurement 
of all things. This will not work beyond a certain point, because 
many business problems are as unstable in dimensions as the earth- 
worm. 


W bere the Accountant Has Failed to Make Contact 


Both the sales point of view and the accounting point of view 
have real merit and both in good balance are essential to the best 
business results. However, the accountant has fallen down on 
three counts, it seems to me, in working toward this balance: 


1. Accounting, and particularly cost accounting, is a service 
to help others do their jobs better. Because the accountant is 
involved in almost all business activities through his figures, 
he sometimes begins to think and act as though he were the 
sales manager or even top management. He is critical of the 
performance of others and critical that they do not immedi- 
ately do the things his figures indicate to him should be done. 
He would do better to think of his figures as the means by 
which the sales manager can decide from his knowledge of 
both the figures and the practical aspects of the situation, what 
it is wise to do. The psychology of the situation will be im- 
proved if we think of his figures as a means enabling the sales 
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manager to show top management how well he is doing, not 
how badly. This simple shift in point of view will go a long 
way toward solidifying a teamwork relationship between the 
accountant and the sales manager. It will encourage the sales 
manager himself to look for signs of bad performance in- 
stead of resenting them when they are pointed out by the 
accountant. 

2. When it comes to measurement, the accountant has a 
professional obligation to be objective in his selection of tech- 
niques and methods. Equally, it is his duty to be critical on 
a professional plane of the techniques and methods of others. 
Without bias of his own, he should do everything in his power 
to prevent the bias of others from leading the business astray. 
It takes a pretty strong controller to stand his ground against 
the ingenious and articulate devices of some sales managers 
intent on proving their points. Yet it must be done for the 
best interests of all. 

3. Arbitrary allocations of all expenses, no matter how 
scientifically undertaken, sometimes produce unpredictably 
fantastic results. Interpreted literally (for example, in con- 
nection with pricing problems), they sometimes lead to un- 
sound conclusions. The accountant, instead of defending the 
accuracy of his figures, should determine their appropriateness 
and, where that is lacking, seek out and provide more suitable 
answers. To bring himself to this point he must consciously 
recognize at all times the limitations of the bookkeeping ap- 
proach to management problems. Cost controls, and even 
financial controls in the broad sense, should make use of but 
not be dominated or limited by accepted accounting principles. 

The results of cooperation and understanding between the 
accountant and the sales manager will extend far and yield 
unlooked-for gains in profit. Assuming this cooperation and 
understanding, the accountant can do a great deal to help the 
sales manager improve his performance. Sales compensation, 
although basically a sales management tool, has important ac- 
counting aspects. The following material is presented to read- 
ers of the Bulletin with the objective of improving the inter- 
relationship of accountant and sales management in establish- 
ing and operating sound sales compensation plans. 
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Sales Compensation—One of Many Tasks of Sales Management 


Some years ago a sales executive needed to be only a star per- 
sonal salesman. He was selected bécause he out-performed his 
salesmen associates in terms of orders written. Once selected as 
the sales executive, he got performance out of his men by con- 
tinuing to do a personal selling job, by selling business the sales- 
men had failed to sell and by inspirational leadership. While per- 
sonal selling is still an important part of the sales executive’s job, 
sales executives are selected today principally for their ability to 
multiply themselves through others. Doing this requires a knowl- 
edge of the science of sales management, and ability to utilize the 
following fourteen tools of sales management: 


1. Objectives 8. Territorial layout 

2. Programs g. Territorial quotas 

3. Policies 10. Reports 

4. Organization 11. Sales correspondence 
5. Budgets 12. Advertising 

6. Recruiting 13. Sales promotion 

7. Training 14. Sales compensation 


In our book, skill in the devising and wielding of these fourteen 
sales management tools is the science of sales management. 

Sales compensation—the subject of this paper—is one of these 
fourteen. It is placed last on the list because many of the tools 
above it must be established before a sound sales compensation 
plan can be conceived. The last and very vital tool of sales com- 
pensation should be so set up that it facilitates the utilization of 
other tools. If the sales compensation plan is designed so that a 
unanimity of interest exists between sales management and sales- 
men—so that salesmen want to do the things that sales manage- 
ment wants done—the task of sales management becomes much 
easier. 

During the two decades between World Wars I and II, Ameri- 
can industry’s cost. emphasis was directéd primarily toward re- 
ducing unit manufacturing costs. Behind this drive was the Amer- 
ican philosophy that lower costs translated into lower unit prices 
would result in an ever-expanding market. To accomplish this ob- 
jective industry employed motion study, methods analysis, work 
simplification, and other mass production techniques. In cases 
where these techniques were unfairly or improperly applied and 
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this work poorly done, a reactio. -culminating just prior to World 
War II in a great increase in trade and industrial unionism—took 
place. This trend carried through the war years and has grown 
stronger in the reconversion period. As a result of this and other 
contributing factors, wage costs per unit of production have in- 
creased more than fifty per cent since 1939. What does all of this 
mean? What is its relation to sales compensation? It means that 
instead of looking forward to prewar manufacturing costs and 
prices, it must be expected that unit prices will at best stay at or 
near present levels. Although an increase in worker productivity is 
expected by many, it means that for some time to come the manu- 
facturing side of industry will be busy recouping its lost ground. 
It means that top management is going to be looking to other areas 
for reduction in cost. The sales division will not escape. We heard 
a great deal of this kind of talk during the recession in the late 
nineteen thirties. As we complete our transition to a buyers’ mar- 
ket, we must be prepared for a recurrence of the quest for lower 
selling expense. ‘ 


Laying the Groundwork for a Sales Compensation Plan 


Some suggestions are therefore in order in respect of the task of 
reappraising and possibly revising sales compensation plans. It is 
not my intention to recommend any specific plan nor to discuss the 
relative merits of various plans. Each situation requires a plan 
tailored to its specific needs. Here are, however, a series of steps 
to be followed: 


1. Define the salesman’s job: 


To do this you must: 

a. Define your sales objectives—by product lines, sublines, 
time periods, market areas. 

Plan the sales program. 

Formulate sales policies. 

Lay out sales territories. 

Establish sales quotas. 

Set up the selling expense budget. 

g. Plan advertising and sales promotion. 


moans 


(Upon the basis of these seven points, define just what it is 
that is desired for the individual salesman to do in his ter- 


ritory.) 
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2. Appraise the plan against the following four tests of sound- 
ness: : 

a. Does the compensation plan stimulate the salesmen to do 
the defined job? 

b. Will the plan, applied to each territory, give the salesman 
fair and adequate “take home” pay? 

c. Is the plan equitable for the sales force as a whole, and 
as between salesmen ? 

d. Is it economical? Can you reduce direct unit selling 
costs, or at least hold them in line, by using it? Can you 
afford at various levels the expense it entails? 

3. If the answer to each of these questions is “Yes”, the plan 
should be let alone. 

4. If the answer to one or more of the questions is “No,” there 
should follow the task of revising the plan so that all can be 
answered affirmatively. 


I have indicated the difficulties in such a revision. The task is not 
without its bright side. There are several elements of sales com- 
pensation which offer an opportunity for sound planning directed 
toward making use of them in proper proportions. The elements 
are: 

1. Base compensation. 

2. Incentive compensation. 
3. Expense account. 

4. Plus factors. 


The task is to utilize the proper element or combination of ele- 
ments to meet the special situation. To do this successfully it is 
necessary to bring to the problem seven requisites of successful 
revision of the present plan: 


1. Time—adequate to study the problem. 

2. Experience—gained from working on similar problems. 

3. Complete. data—accounting, statistical, and personnel. 

4. Objectivity—consideration of the problem on its own merits. 
5. Analytical ability. 

6 

7 


. Judgment. 
Thoughtfulness—for the people involved. 


I have the following ten more concrete suggestions to offer: 


1. Obtain the salesmen’s ideas—A substantial proportion of 
their grievances involve compensation. Ascertain what they 
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want out of a sales job and would like in a compensation 
plan. The practice too often followed by sales executives of 
saying, “Here is the plan, let’s get going on it,” is just the 
thing that torpedoes the salesman’s morale and turns him 
toward collective action. 

Tie the plan into the general compensation structure of the 
company—Much progress has been made in the last five 
years in the field of job evaluation and wage administration. 
Take advantage of it. Such factors as (1) working condi- 
tions and associated conveniences or inconveniences, (2) 
responsibility for planning, contact, and independent action, 
(3) imagination and creative ability, (4) knowledge, are all 
considerations used in evaluating jobs in other parts of a 
company and can be used in establishing the relative value 
of the salesman’s position as compared to other positions. 
Keep on eye on general compensation trends—Gains in over- 
all compensation and trends away from piecework and 
toward security in industry generally, will indicate to the 
wise sales executive the trends that should be represented 
in his new plan. Failure to give salesmen gains comparable 
to those of wage workers is an open invitation to trouble. 


Keep the plan as simple as possible. 

Pre-test it thoroughly: against past performance and future 
objectives by checking it with selected members of your sales 
force and by a pilot test in some districts, if feasible. 

Have a ceiling on compensation, not to prevent high earnings, 
but to avoid windfalls. 

If there have been distortions in the compensation plan, es- 
pecially on the high side, they cannot be cured without seri- 
ous difficulty and possible loss of personnel. An objective is 
to minimize this as much as possible. 

Make use of the plus factors of compensation. They cost 
relatively little and mean much to the men. 

Remember that sales compensation is only one of fourteen 
tools of sales management. It is not a substitute for man- 
agement. Present trends place an increased requirement on 
the sales executive to sharpen up the other tools of sales 
management, to be close to his men, to put them on his ball 
team, and to see that intermediate levels of supervision are 
trained and inspired to do likewise. 
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10. Provide for administration of the _ and for its flexibil- 
ity to future conditions. 


The proper answer to the often asked question, “How much 
should you pay your salesmen?” is as follows: 


They should be paid the amount of total compensation re- 
quired to secure and hold the grade of sales talent needed. 
Within that total, the sales compensation plan established de- 
termines the way in which it is paid to get the salesman to 
do what is wanted when it is wanted. 


Setting up Accounting Tools for Measuring Sales Performance 


The accountant’s contribution toward a sound sales compensa- 
tion plan is limited. Just as with hourly wage rate negotiations, 
his part is confined to measuring the predictable effect of existing 
and proposed plans under varying conditions. This function is 
principally to measure probable related income and expense in or- 
der to predict ultimate business profit. Sales compensation is only 
one of the elements of expense that he should consider. If the cost 
accountant’s principal function in the sales field is to measure re- 
lated income and expense, then his preparatory work should be 
divided into three parts: 

1. Determine the basic elements of income and expense to be 
measured. These basic elements differ widely among busi- 
nesses. A few of the common ones are income from net sales 
of primary products and by-products, rentals of leased equip- 
ment, and royalties and costs of freight, special allowances 
to customers, provisions for (or actual) bad debt losses, 
demonstrations, advertising and sales promotion, convention 
expense, salaries of all sales personnel, traveling and enter- 
taining by sales personnel, costs of field installations and re- 
pairs, sales office expenses, and warehouse expense. 

This list is by no means exhaustive. On the other hand, 
it includes elements that are of little importance to many 
businesses. The cost accountant should find out specifically 
for his own business what elements are of sufficient im- 
portance to deserve separate attention and set up a distinct 
selling expense account for each one. In doing this he 
should bear in mind that it is easier to consolidate like ac- 
counts in summary form than it is to go back and dig out 
of a single account, retroactively, two or more elements that 
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should have been separated in the first place. Significantly, 
variable expenses should always be segregated from fixed 


expenses. 


Define the areas for which the basic elements of income 
and expense are to be measured. In plant accounting, the 
cost accountant departmentalizes expenses for the purpose 
of identifying costs within the limits of responsibility of 
supervisors. In sales accounting, this should also be done for 
effective measurement of results within each distinct area of 
responsibility. Care should be taken to departmentalize sales 
expenses in parallel with the sales organization. It is a 
serious but common error to follow manufacturing depart- 
mental lines right through into selling activities which do not 
in any way coincide with them. 


Cost questions in the sales area are peculiarly a matter 
of weighing expected income and outgo under one set of 
conditions with expected income and outgo under another 
set of conditions. For that reason, net sales and selling costs 
should be prepared in such a way that, in addition to being 
departmentalized in accordance with existing lines of re- 
sponsibility, they can be quickly assembled for study in other 
ways. A few examples of these regroupings are: product 
line or product, geographical region, sales territory, sales- 
man, channel of distribution or type of outlet, class of cus- 
tomer, and size of order. 


The ways of assembling sales costs that are significant in 
one business may not be at all significant in another. The 
foregoing list is suggestive only. The cost accountant will 
find for his own business that certain arangements are 
needed for study at one time and different ones at another. 
It is important only that he keep his accounts in such form 
as will permit the assembly of sales costs into the groups 
needed for his business quickly and without seriously inter- 
rupting his other routine accounting duties. 


Develop yardsticks for measuring performance in the sales 
area comparable in quality to the yardsticks in comon use for 
measuring manufacturing performance. Probably the most 
common means of measuring performance in the sales area 
is the budget. Too often this budget is either fixed for a 
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period up to a year ahead, or if it is variable, the allowances 
for sales costs are largely expressed as a percentage of sales 
dollar income. This unimaginative treatment is as unservice- 
able in the sales field as it would be in manufacturing. 
There is nothing mysterious about selling. It can be sub- 
jected to planning and analysis. Sales volume can be forecast 
with considerable accuracy and in considerable detail with 
the help of market research. Forecasts based on sound mar- 
ket research make good quotas or budgets for measuring 
sales performance. In the absence of comprehensive market 
research, informal market analyses can be made to serve the 
purpose. Though such yardsticks are poor, they are better 
than none. 

Sales expenses should be measured in comparison with 
those factors to which they are naturally related. Some of 
these factors are: dollar sales volume, number of orders han- 
died, number of salesmen’s calls, mileage covered by sales- 
men, number of active customers and products. It is a re- 
sponsibility of the accountant to accumulate statistics on 
such factors as are needed to measure best the control of 
sales expenses. The yardsticks proposed here will serve 
the purpose in most businesses. In some, other yardsticks 
may be useful; in others, only two or three of those which 
have been mentioned will be necessary. 


Testing the Sales Compensation Plan 


The accountant can be of assistance to the sales manager in 
connection with sales compensation plans. On the whole, he is 
limited to measuring and presenting the effect of existing and 
proposed sales compensation plans on the company, on the sale of 
particular products and on the salesmen under varying conditions. 
Each aspect of the sales compensation plan should be considered ~ 
by itself. If it is desired to stimulate the sale of a particular prod- 
uct, and if the sales compensation plan includes a premium plan 
for the sale of that product, the accountant can report the results. 
It is up to the sales manager to decide whether or not the results 
are up to expectations. Of course, to the extent that budgets have 
been established, the sales manager’s task of appraisal is made 
easier. It is important for the accountant to pin down the sales 
manager as to the details of sales compensation plans. 
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The question arises, in connection with any new sales compensa- 
tion plan, as to whether it will offer the salesmen a fair opportu- 
nity to earn income commensurate with the quality of work ex- 
pected of them and the type of business, or even social contacts, 
desired for them by the company. The accountant, by working out 
prospective earnings of individual salesmen at attainable levels 
of sales volume, can answer this question specifically. In doing so, 
the accountant sometimes turns up other facts of interest to sales 
management. One example may serve. In the course of trying 
out a new sales compensation plan, the sales manager of a com- 
pany recently asked the accountant to test whether or not sales- 
men would be able to earn an adequate income under the plan. 
The accountant found that, although certain salesmen individually 
could quite possibly be expected to do well, the aggregate sales for 
all salesmen required to accomplish this end exceeded by half the 
capacity of the plant to produce. An entirely new approach to the 
sales compensation problem was required. 


Does the Plan Add Up to Economy? 


One of the most obscure points in connection with a sales com- 
pensation plan is whether or not it is economical. Generally the 
answer is comparative and the accountant is called on to make the 
comparisons. The cost accountant should provide sales manage- 
ment with a chart for each territory and each salesman, showing 
the unit cost of selling (including compensation) at various levels 
of volume. He should associate these figures with others showing 
the effect of each volume level on manufacturing unit costs, so 
that the over-all profit picture can be seen at one time. 

Failure of an oil company to work out its problem in unit values 
during the depression of the thirties has cost it millions of dollars 
since. The sales manager was told at that time’ to increase sales 
of gasoline without increasing the investment in filling stations. 
He did just as he was told, and quickly, by leasing hundreds of 
filling stations. He was a hero until years later when the cost ac- 
countant finally unearthed the fact that the average rental per gal- 
lon in these depression-leased filling stations averaged about four 
cents and in individual locations ran as high as thirteen cents. 
The same kind of situation can arise in connection with sales 
compensation. One sales manager became so determined to sell 
a new product that he offered commissions to all who might con- 
ceivably have any influence on its market success. He offered the 
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plant manager three per cent to stimulate his interest in produc- 
tion, the metallurgist five per cent to maintain quality, and the 
salesman eight per cent instead of his usual four per cent. When, 
to these, was added the manager’s own “over-ride” of one per cent 
and am approximate four per cent in general administrative ex- 
pense, the item no longer looked outstandingly attractive from the 
company point of view. 

Another approach to the question of whether or not a plan of 
distribution is economical is to consider what would happen if the 
least productive salesmen were dropped. An office supply house, 
selling over one million dollars per year, had ten salesmen in the 
field. Five of these were earning less than forty dollars per week 
at standard commission rates. Their sales manager considered this 
less than a living wage but hesitated to let them go on the theory 
that the company could not lose so long as they were paid only 
straight commission. The cost accountant finally got the sales 
manager to take action when he showed that the average order 
submitted through these salesmen was less than five dollars. The 
salesmen were dropped. Most of the business formerly brought 
in by these salesmen continued on a cash-and-carry basis. It is 
possible to lose money on a straight commission salesman. This 
is an illustration of why problems of sales compensation cannot 
safely be studied except in connection with all other elements of 
selling expense. 


Three Main Points 


In summing up, the cost accountant can play a ound part in 
making sales compensation plans successful by: 
; 1. Working toward a friendly, understanding, and cooperative 
relationship with sales personnel. 
2. Setting up and maintaining sharp tools for measuring sales 
performance in considerable detail. 
3. Being eternally vigilant to see that plans of sales compensa- 
tion, either in force or proposed, are consistent with company 
objectives for its own profit and for the welfare of its sales- 
men. 

















